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The Credit Rating Industry 



Richard Cantor and Frank Packer 



I 

Besf Ava//abtecopy 



As financial market complexity and borrower 
diversity have grown over tinnc, investors and 
regulators have .increased their reliance on the 
opinions of the credit i mi tig agencies. Ac chc 
same rime, die number of racing agencies operating in the 
United States and abroad ha* dscn sharply. Together, these 
treads have prompted market participants and policymakers 
tu reassess the performance of the agencies and the adequacy 
of public oversight of the ratings industry. This article pro- 
vides background for such a reassessment by investigating 
the evolution and economics of the industry, the growth of 
rati.ngs-dcpend.ent regulations, and the reliability and com- 
parability of the agencies' ratings. We examine the corre- 
spondence of ratings with default rates and report differences 
among major agencies in their racings for junk bonds, inter- 
national banks* and mortgage-backed securities. 

Our findings raise several questions about the cur- 
rent uses of ratings. While die agencies provide accurate 
rank-orderings of default risk, the meanings* of specific rat- 
ings; v U ry over time and across agencies. Since these ratings 

MATERIAL MAY S£ PROTECTS) B$ 
WfBm, LAW "'( TITLE' 17-U ;S,- GQDQ ' 



are used as the basis of most investor guidelines and govern- 
ment regulations, the variations in meaning could have seri- 
ous implications. Moreover, as the number of agencies 
increases, differences in ratings may encourage borrowers to 
"shop" for the most favorable ratings. In light of the possi- 
bilities for ratings misuse, the currenr revaluation of 
ratings-dependent regulations and the adequacy of public 
oversight seems well justified. 

The Evolution and Economics of tmt; 

Ratjngs Ikdustky 
Rating Agency Origins, Owners, and Symbols 
The precursors of bond rating agencies were the mercantile 
credit agencies, which rated merchants' ability to pay their 
financial obligations. In 1841, in the wake of the financial cri- 
sis of 1837, Louis Tappan established the first mercantile 
credit agency in New York. Robert Dun subsequently 
acquired the agency and published its first ratings guide in 
1S59. A simiiar mercantile rating agency was formed in 
1S49 by John Brad street, who published a ratings book in 
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1857. In 1933, the two agencies were consolidated into Dun 
and Bradstrect, whicK became the owner of Moody's 
Investors Service in 1 962. 

The expansion of the ratings business to securities 
ratings began in 1909 when John Moocjy started to rate U.S. 
raiJroad bonds. A year later, Moody extended his ratings 
activity to utility and industrial bonds. Poor's Publishing 
Company issued its firsc ratings in 1916, Standard Statistics 
Company in 1,922, and the Fitch Publishing Company in 
1924. The number of bond rating agencies in rh^ T 7.S. marr- 
ed to three when Standard Statistics and Poor's Publishing 
Company me rged to form Standard and Poor's (S&P) in 
1941. The most significant new entry in the United States 
since that time ha3 been the Chicago-baaed Duff and Phelps, 
which began to provide bond ratings for a wide range of com- 
pitaicsi in 1982, although H had researched public utility 
companies since 1932. Another major ratings provider — 
McCarthy, Cdsaotj, and Maffei — was founded in 1975 and 
acquired by Xerox Financial Services before its fixed income 
rating and research service was merged into Duff and Phelps 
in 1991- 

The four major rating agencies face additional com- 
petition from more specialized agencies. For example, Thom- 
son Bankwatch and IBCA in the United States exclusively 
rate financial institutions, and A.M. Best rates insurance 
companies' claims-paying abilities. More generally, the ana- 
lysts employed by many financial institutions regularly make 
recommendations to buy or sell that implicitly confirm or 



contradict the agencies' ratings. To the extent that the analy- 
ses underlying these recommendations are made public, they 
provide alternative perspectives to the judgments of the 
rating agencies. 

As capital flows in international financial markets 
have shifted from the banking sector to capital markets, cred- 
it ratings have also begun to make a mark overseas. Credit 
ratings are in use in the financial markets of most developed 
economies and several emerging market countries as well 

(Dale and Thnmas 1991). Wrrh demand rising in fnrpign 

countries, the number of foreign-based rating agencies has 
increased. Along with the four largest U.S. raters, one other 
U.S., one British, two Canadian, and three Japanese firms are 
listed among the world's "most influent ial" rating agencies 
by the Financial Times in its publication Credit Ratings Inter- 
national The principal charrcLcrisaics of all eleven agencies 
are reported in Tabic 1 . 

The ownership structures of rhe U.S. rating agencies 
do not generally present serious conflict of interest problems. ' 
The major agencies are all either independent or owned by 
non financial companies, though two had until recently been 
owned by financial companies. Moody's is a subsidiary of Dun 
and Bradstrect, which dominates the market for commercial 
credit ratings. Standard and Poor's is a subsidiary of McGraw- 
Hill, a major publishing company with a strong business 
information focus. Fitch, initially a publishing company, was 
bought by an independent investors group in 1989- Duff and 
Phelps Credit Ratings is a subsidiary of Duff and Phelps, 
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Year Ratings 
First Published 


Credit Rating Agency 


Home 
Country 


Year of SEC 
Designation 


Employees 


Ownership 


Principal 
rUtiftK* Area* 


.1909 


Moody's Investors Service ("Moody's ") 


U.S. 


1975 


614 


Dun and Bradsirccr 


Full service 


1922 


Fitch Jn vectors Setviee ("Fitch") 


vs. 


1975 


200+ 


Independent 


Full service 


m$ 


Srandard and Poofs Corporation CSStP") 


U.S. 


W> 


/UU + 


McGmw-HW 


FuLUervicc 


1972 


Canadian Bond Racing Service O'CBRS") 


Canada 


N.A. 


26 


Independent 


Full service (Canada) 


1974 


Thomson BpnkWacch ("Thorn") 


U.S. 


1991 


40 


Thomson Company 


Financial institutions 


1975 


Japanese Bond Rating Institute OJBRI") 


Jtipwi 


N.A. 


91 


Japan Eiuiiunui Juuiiml (Nikkd) 


Full acivi^c (J*.P* JJ ) 


1977 


Dominion Bond Racing Service ("DBRS") 


Cinadrt 


N.A. 


20 ■ 


Independent 


Full service (Canada) 


1971? 


IBCA,Ud.nBCA") 


U.K. 


1990 


50 


Independent 


Finp-ncifil institutions 


1900 


DwftanJ Fhelj/* OeJJc Rating Co. ("Duff*) 


U.S. 


19f>2 


160 


DuFFand Phelps Corp. 


Foil $et*ict 


1985 


Japanese Credit Rating Agency CJCRA") 


japan 


N.A. 


61 


Financial Institutions 


Full service (Japan) 


3 9*5 


Nippon Investor Service Jnc. ("NIS") 


Japan 


N.A. 


70 


Financial Institutions 


Full service (Japan) 


1975 


McCarthy, Crisanri, and Mnflfci ("MCM") 


U.S. 


1963 


N.A. 


Acquired by Duff 


Full service (U.S.) 




(no longer in operation) 








and Phelps in 1991 
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Inc., who&e alTiliai.es offer investment management, financial 
consulting and investment research services. By lace 1994, 
however, Duff and Phelps Credit Ratings i* expected iu 
become an independent company as its shares are spun off to 
die shareholders of Duff and Phelps, Inc., itself a closely held 
company, Thomson Bankwateh was a subsidiary of Keefe, 
Bruyettc, and Woods, a brokerage firm, until March 1989* 
■ when it was sold to the Thomson Corporation, a large privace 
international publishing conglomerate. Most of the non-U -S. 
firms are also independent. The London-based rating agency, 
TBCA, is independently owned, as are the two Canadian rat- 
ing agencies. Two of the racing agencies from Japan, however, 
are owned by consortia of financial institutions, including 
some for which credit racings are issued. 

Over time, the agencies have expanded the depth 
and frequency of their coverage. The four leading U.S. credit 
racing agencies rate nor only the long -term bonds issued by 
I LS. rn rpn ran on. s. bur also a wide variety of other debt 
instruments: municipal bonds, asset-backed securities, pre- 
ferred stocks, medium ~rerrri note program*, shelf r^gisr ra- 
tions, private placements, commercial paper programs, and 

bank crcrtificfite-s of deposit. More recently, ratings have been 
applied to other types of nsks^ including the counterparty 
risk pu*td by derivative products companies and other inati 
tucions, the claims-paying ability of insurance companies, 



the performance ridlc of morrgage servicers, and the price 
volatility of mutual funds and mortgage-backed securities. 

Increased foreign demand has also led to a dramatic 

overseas expansion of the established U.S.. rating agencies. 
Over the past ten years, Mwdy V liaa opened offices' in Tokyo, 
London. Paris, Sydney, Frankfurt, and Madrid, and now rates 
the securities ot approximately non-U.S. issuers (out of 
more than 4 t 500 total). Standard and Poor's has set up offices 
in Tokyo, London, Paris, Melbourne. Toronto, Frankfurt. 
Stockholm j and Mexico City, and has established affiliations 
or acquired local rating agencies in.Sweden, Australia, Spain, 
and Mexico. Duff and Phelps has formed joint ventures in 
Mexico and several other Latin American countries. The 
established U,S. agencies appear to have a competitive ad van- " 
tage over their foreign counterparts in the business of provid- 
ing independent, credible securities ratings. 

The bond ratings assigned by all the rating agencies 
are meant to indicate the likelihood of default or delayed pay- 
ment of the security. Most of the rating agencies have long 
had their own system of symbols — some using letters, others 
using numbers, many both — for ranking the risk of default 
from eycrecneJy safe rn highly speculative. Gradually howev- 
er* a rough correspondence among the major agencies' ratings 
hi»s emerged (Table 2),- To provide finer racing gradations to 
help investors distinguish more carefully among issuers, 



1..om>Thkm Senior Debt Ratinxoymbols 

I nY?stmcnt Grv.du Ratings 



S&P f nd other 



AAA 



In cti-]7fccacion 



Speculative Gr&dt Ratings 



S&P and ochers 



3B- 



Mwdv's 



Bui 

Dii5 



Jn«TprctatiOrt 



Likciy to fulfill 
uncsreainu' 



A A - 
A A 
AA-- 



A:ll 

An2 



Pi ' 
B 



Bl 

S3 



Hitfh ri.ck 



A, 

A 

A- 



Ai 
A 2 



Strong (ttymi'm 



CC.C- 



CuiTtin: vulnerability 
to defuf.ius or in 



B,uu' 

B.l.»5 



C 
D 



Cp 
D 



(n tonkrupc-y or 
default fir* other 
marked .^horrcoiTiin^ 
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Fitch in 1973, Standard and Poor's in 1974, and Moody's in 
1982 started attaching plus and minus symbols to their rat- 
ings. Other modificati ons of the grading schemes — Includ- 
ing the addition of a "credit watch" category to denote that a 
racing is under review — have also become standard. In the 
remainder of this article, the symbols currently employed by 
Standard and Poor's, Fitch, Duff and Phelps, and others are 
used to refer to the racings of all agencies. 

The Transition to Charging Issuers and the 
Role of Reputation 

Agencies initially provided public rat ings of an issuer free of 
charge, and financed their operations solely through the sale 
of publications and related materials. However, the publica- 
tions, which were easily copied once published, did not yield 
sufficient returns to justify intensive coverage. As the de- 
mand on rating agencies for faster and more comprehensive 
sprvirp inrrraspd, rhf* ag^nrir* hrgan ro rharg^ issuers for rac- 
ings. They then used these revenues to expand services and 
products and co compete wich private sector analysts at other 
financial institutions. 

The default of Penn Central on $82 million of com- 
mercial paper in 1970 was a catalyse in the transition to 
charging issuers. The commercial paper market had grown 
very rapidly in the 1960s with little regard for credit quality. 
Invcsuors cended co assume char any firm with a. huu&diold 
name was an acceptable credit risk. When Penn Central 
defaulted during the 1970 recession, investors began co ques- 
tion the financial condition of many companies and refused to 
roil over their commercial paper. Facing a liquidity crisis, 
many of these companies also defaulted. To reassure nervous 
investors, issuers actively "sought credit ratings, and it be- 
came established market practice that new debt issues con> 
ing to market have at least one credit rating, With the 
demand for rating services rising, the agencies found chey 
were able to impose charges on issuers. Fitch and Moody's 
started to charge corporate issuers for ratings in 1970, and 
Standard and Poor's followed suit a few years later. (Standard 
and Poor's started to charge municipal bond issuers for rat- 
ings in 1968,) Now, according to one estimate, roughly four- 
fifths of Standard and Poor's revenue comes from issuer fees 
(Ederington and Yawitz 1987). 



Agencies charge fee* that vary wirh the size and type 
of issue, but a representative fee on a new long- term corporate 
bond issue ranges from 2 co 3 basis poincs of che principal for 
each year the rating is maintained. Normally, the charge for 
any one bond issue has both a floor and a ceiling, and negoti- 
ated rates arc available for frequent issuers. For issuers of com* 
mercial paper, Moody's and Standard and Poor's maintain 
quarterly charges based on amounts outstanding (up to 7 
basis points) plus an annual fee. 

While the current payment structure may appear to 
encourage agencies to assign higher ratings to satisfy issuers, 
the agencies have an overriding incentive to maintain a repu- 
tation for high-quality, accurate ratings. If investors were to 
lose confidence in an agency's ratings, issuers would no longer 
believe they could lower their funding costs by obtaining its 
ratings. As one industry observer has put it, "every time a rat- 
ing is assigned, the agency's name, integrity, and credibility 
are on the line and subject to inspection by the whole invest- 



While the current -payment structure may appear 
to encourage agencies to assign higher ratings to 
satisfy issuers } the agencies have an overriding 
incentive to mai ntain a reputation for high- 
quality, accurate rating*. 



ment community" (Wilson 1994). Over the years, the disci- 
pline provided by reputational considerations appears to have 
been effective, with no major scandals in the ratings industry 
of which we are aware. * 

In addition to putting an agency's reputation ac risk, 
inaccurate ratings might expose the agency to costly legal 
damages. However, the threat of legal liability for raring 
agencies has not yet materialized. Class accion suits have been 
brought against rating agencies following major failures — 
such as the Washington Public Power Supply System default 
in 1983 and the Executive Life bankruptcy in 1991 — but che 
cases were dropped before verdicts were reached. 
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The Ratings Pkuu^s and Unsolicited Ratings 
The process of obtaining a racing can be lengthy, requiring 
significant, time and effort: on the parr of the debt-issuer and 
its underwriter as well as the agency. The agencies base their 
racings on both quantitative and qualitative assessments of 
the borrowing company's condition and the special provi- 
sions of the particular security at hand. A staff committee at 
r"be agency usually voces on a. recommendation by a senior 
analyst after presentation and debate. The rating assigned, 
often accompanied by explanatory analysis., is first communi- 
cated to the issuer and underwriter, and then to the public at 
large, The issuer frequently has the opportunity ro appeal a 
rating if it is not satisfied, but in general the racings process is 
srmrmrpd rn hear the best case the issuers have to present 
before the rating is assigned. (More discussion of the m forma- 
tion-gavh^rinjr >md derision process can be found in Wilson 
i 994 and Ederingron and Yawkz 1 987.) 

The agencies main rain very different policies show 

assigning ratings not requested by the issuer. Some agencies 
will issue racings only upon request; other agencies will issue 
unsolicited ratings. Standard and Poors rates all taxable secu- 
rities in the U-5. dujjjt- atic market registered by the Securities 
and Exchange Commission (SEC), regardless of whether the 
rating was requested and paid for by the issuer. Stands d auu 
Poor's will not, however, assign unsolicited ratings for struc- 
tured securities and bonds issued by foreign companies 
because it views the nonpublic information provided by the 
issuer to be essential for analyzing these securities. Moody s 
shares Standard and Poor's policy of rating all SliC-regiscered, 
U.S. corporate securities, but Moody's frequently issues unso- 
licired ratings on structured securities and foreign bonds as 
well. In contrast, both fcitch and Duff and Phelps refrain from 
assigning unsolicited ratings to any security. Moreover. Duff 
and Phelps will only make a rating public upon the request of 
ics client (Ederington and Yawitz 1987). 

Moody's and Standard and Poor's usually receive fees 
lor ratings they would have issued anyway because companies 
wane the opportunity provided by the formal racing process 
u> put their best case before the agencies. Moody's unsolicited 
ratings of issuers of structured securities and foreign bonds 
.jit morf rmnniversial because such assessments are not parr 
<>fan overall policy to rate all such tfecirkies. Unso.'io.r^d rat- 



iu£& in these areas are often substantially lower than the 
solicited ratings and can affect the yield paid at issuance. Pro- 
ponents claim that uusulkned iming* provide a. powerful 
check against rating shopping, the practice of hiring only 
those agencies that offer favorable racings. Critics complain 
that unsolicited ratings are based on incomplete information, 
because communication with the issuer is limited. Although 
an agency assigning unsolicited ratings may appear to have 
an incentive ro be unduly conservative so as to reward those 
firms that do pay for its ratings, this incentive may be offset 
-by the need to maintain a. reputation for analytical credibility 
(Monro-Davis 1994). 

Tkf. Use of Ratings tn Regulations 

Introduced as guides for unsophisticated investors, credit rat- 
ings have acquired several new uses. Many mutual tunds and 
pension funds place limits on tlit* amount of a portfolio that 
ran be invested in non.-investrncnt-grade securities. Debt 
issuers and investors frequently introduce ratings explicitly 
into the covenant of Hvm> financial contracts and seek guid- 
ance from the agencies on the structuring of their financial 
transactions. 

As ratings have gained greater acceptance in the 
marketplace, regulators of niituiCHil markets and institutions 
have increasingly used ratings to simplify the task of pruden- 
tial oversight. The ldiance on eatings extends ro virtually all 
financial regulators, including the public authorities chnc 
oversee banks, thrifts, insurance companies act-urnies firms, 
capital markets, mutual funds, and private pensions. The 
early regulatory uses of ratings drew only on the agency dis- 
tinctions between investment grade securities, or those rated 
BBB and above, and speculative securities, those rated BB 
and below. Regulations required chat extra capital be. held 
against speculative securities or prohibited such investments 
altogether. Although the distinction between investment 
grade and speculative securities remains an important one, 
overtime, regulatory capital requirements, disclosure re- 
quirements, and investment prohibitions have increasingly 
beet) tied to other letter grades as well. The history of selected 
uses of ratings by regulators is summarized in Table 3." ! 

Since the regulators adopted ratings-dependent 
rules, they have had to specify which agencies would qualify 
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for consideration under zheix regulations. The SEC currently 
designates six agencies as "nationally recognized statistical 
rating organisations" (NRSROs), and the other regulators 
generally rely on the SEC's designations. Given the large 
number of designated agencies (and at least as many agencies 
have applications pending), regulations must include meth- 
ods for dealing with rating disagreements among the agen- 
cies- Most regulations simply accept pirhrx rh'e highest rating 
or the second highest rating, but the insurance regulators 
conduct independent analyses to resolvp disagreements 
among the agencies." The first approach is arbitrary and per-' 
haps inflationary, while the second approach incurs the cost of 
establishing in-house analytical capacity. 

Traditional Use of 'Ratings: Distinguishing 
Investment Gradh Fkom Speculative Securities 
On the heels of a sharp decl ine in credi t quality in 1931, the 
Office of the Comptroller of the Currency ruled that bank 
holdings of publicly rated bonds had to be rated BBB or bet- 
ter by at least one racing agency if they were to be carried at 
book value; otherwise the bonds were to be written down to 
market value and 50 percent of the resulting book losses were 



to be charged against capital. Similar rules were mJupLeJ by 
many state banking departments. 

In 1936, the Office of the Comptroller and the Feder- 
al Reserve went further, prohibiting banks altogether from 
holding bonds nor rated BBB or above by at least two agencies. 
The new rules had far-reaching consequences because 891 of 
1,975 bonds Listed on the New York Stock Exchange were 
rated below BBB in 1936. Still in force for banks today, these 
restrictions on investments were extended to thrifts in 1989. 

As of the early 1930s, regulators of insurance com- 
panies were relying on ratings to help determine the capital 
ro he put aside for securities held. In 1951, the National 
Association of Insurance Commissioners (NAIC) established 
a system of internal quality categories in which the cop-qual- 
ity classification corresponded to ratings of BBB and above, 
effectively establishing uniformity in the definition of 
"investment grade" across bank and insturance regulators 
(Wesc 1973)> 1 

Regulatory rules based on the distinction between 
investment grade and speculative securities have since 
expanded, The SEC has required dealers to hold extra capital 
against their inventories of spccuLnivc or "junk" bonds since 




Yc*r 

Adapted Ratings-Dependent Regulation 



Minimum Herw Many 
Rating Rating*?" 



Regulator /Regulation 



1931 Requ i red banks to rnatk-to -market lower raced bond* 

1936 Prohibited bunks from purchasing "speculative seeur irics" 

1 95 X TmjvwH hi^hrr capita) requirements on insurers' Ipwer rarcd bond< 

1 97 5 Imposed higher capi tad haircuts on broker/deFdrtA' 

below*inve*cmcnr-gtRdc bonds 
1982 disclosure rc^vitemcncs for inv«*»*i<snt grade bon^* 

1984 Eased issuance of nonagency mortgage-backed securities (MBSs) 

1 987 Permitted morgin lending Pgainst MBSs and flare*) foreign bonds 

1989 Allowed pension funds to tnvcsr in high-need 

asset-backed securities 
1 989 Prohibited SAcLb from i n vesting in bclow-i nvestment-gtade bonds 

1991 Required money market mutual Funds ra limit holdings 
of low-rated piper 

1 992 Exempted issuers of certain asset-backed securities from 
registration as a mutual hmd 

1994 Would impose varying capita] charges on banks* and S6eLV holdings 
Proposal of different Tranches of nsset-buckd securities 



BBB 
BBB 
Various 
BBB 

BBB 

AA 

AA 
A 

BBB 

Al* 

BBB 

AAA 
St BBB 



Unspecified 
■N.A. 
2 

1 



1 

). 

it 



OCC And Fcdcml Rt*=rve exnm Nation rule-* 

OCC, FDIC, find Federal Reserve joint staremcne 

NAIC mandatory reserve requirements 

SEC amendment ro Rule I5c3-i: 

the tmiform net capital, rule 

SEC .adoption of Imcgrared Disclosure System 

(Release ^6383) 

Congressional prorogation of the Secondly 
Morrgage Market Enhancement Act of 1 984 
Federal Reserve Regv lation T 
Department of Labor relaxation of 
F.RTSA Restriction (PTB 89-88) 
Congressional ptomulgatioo of the Financial 
Institution* Recovery and Reform Acc of 1989 

SEC amendment to Rule 2a-7 **Arr rhr 

Investment Company Acc of 1 940 

SEC adoption of Rule 3a- 7 under the 
Inv^temenrComprtny Arr nf 1940 

Federal Reserve, OCC, FDTC, OTS Proposed 
Rule on Recourse and Direct Credit Substitutes 



* Highest raring* on short-term debt, generally implying an A- long-term debt rating or better, 
t If issue is lured by only one NRSRO, its rati ng is adequate; orherwisc, two ratings are required, 



6 



FRBNY Quarterly Review /Summfr-Fall 1994 



11/21/2003 12:30 202-687-1215 



GEORGETOWN UNIV LIB 



PAGE 08 



l*>75. In i. 989, Congress passed legislation prohibiting 
thrifts from investing in junk bonds. In 1993, che Basle 
< ,ommittcc on Bank Supervision proposed in its market risk 
.'.sidelines chat internationally active commercial banks deal- 
ifi ( u in securities should hold extra capital against their non- 
i-uvestmew-.qradc bond inventories as well. (This parage in 
Hie proposal mirrors a similar statement in. the European 
voromunity's Capital Adequacy Directive governing che 
.K-r.ivities of security dealers domiciled in the Community.) 

The achievement of an investment grade rating eases 
i hc burden of -disclosure -for the issuer of the securities. In 
5 9552, the SEC starred co require less Hprailfrl disclosure at 
issuance for investment grade securities. In 1993, the SEC 
uJopted Rule 3a-7, which mode the investment yrude raring 
a criterion for easing the public issuance of certain nssec- 
t racked secu thies (Can cor and Dcmsccz 1 993). 

Lr:!x-cid<'ri/; the inv£stm?nt grade distinction in in- 
itiations has simplified prudential ovcrsighc. of financial insti- 
i ucions. Some of these regulations have, as a by-product, 
adversely affected the fiva Liability and cost of funds to below- 
investmenc-grade borrowers. West (1973) and Carey et at 
(1995) show that spreads rose for borrowers rated BB follow- 
ing the adoption of regulations affecting bank and insurance 
company investments in below-investment-grade securities. 

The Emergence of New Cutoff Ratings 

Regulators are increasingly using racings other than BBB as 
thresholds in their rules, Each new regulatory use appears to 
have encouraged other regulators to expand cheir reliance on 
ratings. Some of these new rules have greatly influenced the 
development of capital markets. 

In 19^4, to promote the development of a mort- 
gage-backed securities market wirhouc the support of gov- 
ernment- related agencies (Government National Mortgage 
Association, Federal National Mortgage Association, and 
Federal Home Loan Mortgage Corporation), Congress passed 
the Second fy Moi-r^ape Market Enhancement Act (SMMEA). 
This, act eased issuance and enhanced the marketability of 
mortgage-backed securities rated .AAA or A A In particular, 
it allowed these securities to be marketed up to six months in 
ad v o.n ;: c of t h c deli v e ry of t h v j r u n d e ? i y i n ij co I i a t e ra I * n H 
exempted ciit-rn from most states' Woe sky laws, in ydd.ir.ion 



to essentially creating the nonagency mortgage-bat ktxl secu- 
rities market, SMMEA established a new regulatory cutoff 
rating, The higher AA rating was chosen because morrg^t- 
backed. securities with full or partial government backing — 
the reference securities to which the new securities were com- 
pared—were virtually all rated AAA or AA at the time. 

A few years iater, the Federal Reserve Board, which 
had previously refrained from expanding its use of ratings 
beyond the basic investment grade requirement for bank 
portfolio investments, also began to incorporate an A A cutoff 
in certain of its prudential rules affecting bank supervision. 
In recognition of the expanded role given to ratings by the 
Congress, the Board began to use AA as a cutoff in rules for 
determining the eligibility of mortgage -related securities 
(1987) and foreign bonds (1989) as collateral for margin 
lending 6 

The single A rating lis? aiso served as a cutorf. The 
Labor Department, in its role as owrsw of the private pen- 
sion industry, adopted a regulation In 1988 permitting pen- 
aion fund investments in asset- backed securities rn.red single- 
A or better (Baron and Murch 1993). The A rating gained 
fuiihcr regulatory importance in 1990 when che NA If 
adopted new capital rules that applied the least burdensome 
capital charge to bonds wh.h the NAIC quality designation 
corresponding to a public rating of A or above. 

Short-term ratings too have been important tools of 
recent regulation. In 1991 < che SEC adopted amendments to 
Rule 2a-7 of the Investment Company Act of 1940 that 
imposed ratings-based restrictions on money marker mutual 
fund investments." Following the adoption of these amend- 
ments, mutual fund holdings of lower quality paper feii co 
*ero, and the total amount of lower quality paper outs cand ing 
declined slwpiy (Crabbc and Post 1992). 

Some regulations have gone beyond specific cucolt 
levels by incorporating schedules of multiple rating levels 
and corresponding restrictions and charges. As pan or its 
1990 reform of rating procedures, the NAIC increased the 
number of its quality categories from four to six and applied 
different regulatory restrictions to each category. Four years 
later, the Federal Financial Institutions Examination Council 
H 994) joined bank and thrift regulators, including rue Fed- 
eral Reserve, in a proposal to adjust capital charges on dcposi- 
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rory institutions' holdings of structured securities on the 
basis of credit ratings. 

The Designation of NRSROs 

Under most current ratings-dependent regulations in the 
United States, rating5_matteLonJy„if they are issued_by an 
NRSRO. The SEC first applied the NRSRO designation to 
agencies in 1975 in referring to agencies whose credit ratings 
could be used to determine net capita! requirements for bro- 
ker-dealers. Subsequently, the term was taken up by regula- 
tors other than the SEC and even by the private investment 
community 

When rhe phrase NRSRO was first used, the SEC 
was referring to the three agencies that had a national pres- 
ence at th« time, Moody's, Standard and Poor's, and Fitch. 
But as the public bond market and rating industry grew over 
time, other ogenctes have sought NRSRO designation from 
the SEC. In 1982, Duff and Phelps received designation, fol- 
lowed by IBCA and Thomson BankWixtcb in 1991 and 1997, 
respectively. The designation of the latter two has been limit- 
ed to their racings fur banks and financial institutions only. In 
1983 , the SEC granted NRSRO status to McCarthy, Crisanti, 

and Maffid; howevei, this company's credit rating franchise 

was acquired by Duff and Phelps in 1991- At least six foreign 
rating agencies currently have applications outstanding with 
the SEC for designation as NRSROs. 

At present, the SEL's procedures and conditions for 
designating agencies as NRSROs are not very explicit. If a 
rating agency requests NRSRO status from the SEC, the 
SEC's staff will undertake an investigation, analyzing data 
supplied by the rating, agency about its history, ownership, 
employees, financial resources, policies, and internal proce- 
dures. Neverrheless, the principal test applied by the SEC to 
any agency seeking NRSRO status is that the agency be 
"nationally recognized by the predominant users of ratings in 
the United Stares as an issuer of credible and reliable ratings" 
(SEC 1994a). In effect, the SEC requires that the market 
already place substantial weight on the judgment of a rating 
agency. Market acceptance is determined by polling on an 
informal basis. By giving the market a role in selecting 
NRSROs, the SEC intends to weed out agencies that have not 



Nonetheless, the informality of the process and the 
opaqueness of the acceptance criteria raise serious problems. 
The requirement that an agency be widely used by major 
investors before it cau be designated as an NRSRO clesirly 
favors incumbents. Given the growing importance of 
NRSKO status, new entrants in the ratings business who lack 



Regulations generally refer directly to NRSRO 
rating levels without allowances for differences 
across agmiieu 

this status may find it increasingly difficult to attract a wide 
following in the investment community, These concerns may 
become more acute as the SEC considers applications from 
foreign rating agencies. 

At present, rhe SEC does not require NRSROs to 
have uniform rating standards. In particular, the Commission 
has no explicit rule that "equivalent" letter grades must cor- 
respond rn similar expected default rates. Nonetheless, regu- 
lations generally refer directly to NRSRO rating levels with- 
out allowance for differences across agencies. 8 Unless the 
way in which regulations use ratings is changed, all NRSRO 
racings of a certain level ought to correspond r r> the same level 
of credit risk, To achieve such consistency, the SEC may have 
to develop additional acceptance criteria and ongoing moni- 
toring capacity. In recognition of these concerns, the SEC has 
published a "concept release" that invites rating agencies > 
corporations, and investors to comment on "the role of rac- 
ings m federal securities laws and the need co establish formal 
procedures for designating and monitoring the activities of 
NRSROs" (SEC 1994a). 

Resolving Disagreements among thh Raving 
Agencies 

Most ratings-dependent regulations only require that a bond 
issue carry a single NRSROs rating. However, issuers in the 
United States commonly obtain at least two ratings on pub- 
licly issued securities. Since both Moody's and Standard, and 
Poor's rate virtually all public corporate bond issues, a dual 
ratine is fairly automatic As a consequence, differences of 
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opinion across chc racing agencies inevitably arise, Regula- 
Lo'is have had co find a way ro resolve chess diffrreorf* bemuse 
most of their ruics key off specific letter grades. Their 
approaches co chc piublem cuke t>vo forms- explicit rules 
and independent analysis, 

The most common appiuaiL is ro adopt an. explicit 
rule, recognising either the highest or chc second highest rat- 
ing, regardless of the number or level of the other rtuiugs. 
The second-highest rating rule 'attempts to strike a balance 
between a conservative policy (eliminating the highest rat^ 
ing) and a libera), policy (not necessarily using the lowest rat- 
ing). When the ratings industry was dominated by Moody's 
and Standard and Poor's, this rule was effectively conservative 



Agency ratings hcMt hem a iws rxhahlc §uide. 

associated' with specific, letter ratings haw 
drifted over thw. 



since the lower of two ratings was also the lowest racing. As 
the number of NRSROs has increased and issuers have begun 
to obtain three, four, nv more ratings* the policy is potentially 
more liberal. Although regulators could conceivably adopt a 
more conservative rule (such as chc- lowest r,inng> : in areas 
such as structured finance where Moody's and Standard and 
Poor's do not attempt to nice every issue, 'issuers could rp- 
spond by dropping agencies chat assigned the lower ratings. 

The second appiuach, used by the NA r C, resolves 
differences of opinion among the racing agencies through 
independent analysis. The NAIC's SeLLiikits Valuation 
Office (SVO) assigns each bond held by an insurance compa- 
ny to one of six quality categories, and each category has. u dif- 
ferent implication for mandatory reserves. The six quality 
categories are meant to correspond co different NRSRO pub- 
lic racings, (Category i corresponds to AAA,AA, and A; 2 to 
BBB; 3 to DB; 4 to B; and 3 or 6 to UX,C. or D ratings, 
depending on the raring agency.) However the SVO staff is 
free co assign a racing chat differs Irom the bond's public cred- 
it rarinir as lone; as their judgment implies a downgrade from 



che corresponding public credit rating. In practice, the SVO 
concentrates its resources on (1) determining a quality cate- 
gory for unrated private placement securities and (2) resolv- 
ing differences of opinion among the agencies, where the 
SVO may choose either che higher or lower rating (NAIC 
1994). Ac the cosr nf p-srablishing the capacity CO undertake 
independent analysis, the NAIClias developed a discre- 
tionary use of racings that calk for judgment in the interpre- 
tation of split tarings and permits certain ratings co be dis- 
counted if dicy arc viewed as too high, 

Ti-jii Rex-tabil/TV of Ratings 
In this section, we review the rating agencies' historical 
records in measuring relative and absolute risks uf corporate 
bond defaults. Many of the current uses of ratings presume 
accuracy on both counts. To be meaningful, rating* must, ac a 
minimum, provide d reasonable rank-ordering of relative 
credit risks. In addition, however, racings ought co provide a 
reliable ;<uidc to absolute credit risk. In other words, the rat- 
ings levels corresponding to regulatory cutoffs should have a 
fairly stable relationship to default probabilities over time. 
Our review of the corporate bond defaults data assembled by 
Moody's and Standard and Poors suggests that chc agencies 
do a reasonable job of assessing relative credit risks; lower 
raced bonds do in fact tend to default more frequently than 
higher rated bonds. Agency ratings have been a less reliable 
guide, however, to absolute credit risks: default probabilities 
associated with specific letter racings have drifted over time. 

Our review is limited co Moody's and Standard and 
Poor's ratings because only these agencies have a long history 
of raring a large number of corporate issues. We present data 
primarily from Moody's because it has published more histor- 
ical data than Standard and PcwV By and large, however, we 
believe chat the patterns observed in Moody's ratings are also 
present in Standard and Poor's ratings, *nd wp provide some 
support for this view in the text. In addition, the analysis is 
liniiLed CO corporate bond ratings and excludes comnwrial 
paper ratings, municipal bond ratings, or asset-backed 
bonds. In the^c ocher markets, a study of rating reliability - 
not possible either because defaults have been coo ra«-e.. che 
data are coo huid lu obtain, or the history of the market is too 
short. 
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Measuring Relative Credit Risks 
Some very simple tests suggest that the rating industry mea- 
sures relative credit risks with reasonable accuracy. The capi- 
tal markets seem to validate the agencies' judgments by pric- 
ing lower rated bonds at higher average yields. Moreover, 
both average short-term and long-term default rates ate cor- 
related in a sensible way with credit ratings. This evidence 
implies chat ratings pmvide a useful rank ordering of credit 
risks. 

For U.S. corporate hnnds, market yields are general- 
ly closely related to their credit ratings.- Table 4 reports the 
average yield spreads between corpowir bonds and U.S. Trea- 
suries by rating category for issues rated by Standard and 
Poor's between 1973 and 1987. Each Utter grade declinp ror- 
responds to a distinct increase in average yield spreads. The 
pattern of increasing yield* as the ratings category is lowered 
is extremely robust and holds without exception across all 
years of the sample (Airman 1989). While this correlation 
may seem unsurprising and perhaps a weak test of tarings 
reliability, Arms, Garrigues, and Sassenou (1993) puL forth 
evidence that, for the French bond market, a direct relation- 
ship between yield and the ratings of the largest French bond 
rating agency is either weak or nonexistent. 

This simple association of yields and ratings in the 
U.S. bond market need not indicate the presence of a causal 
relationship. Rather, it may simply mean that the capital 
markets and the rating agencies basically agree on the factors 
char measure credit risk. Although the literature is volumi- 
nous (see Ederington and Yawitz 1987), the evidence is 
mixed on whether credit ratings contain additional informa- 
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Cion not already embedded in market yicldi. Even if ratings 
do not contain independent information about credit risk, 
the use of racings by investors and regulacors may make aense 
if tarings offer an efficient summary of this information. 

Measuring ratings performance by contemporane- 
ous market yields, however, does not control for waves of 
market optimism or pessimism. The accumulation of ex pose 
evidence on bond performance provides a more precise score- 
card on ratings. Moody's and Standard and Poor's have made 
such evidence available in their corporate bond default stud- 
ies, which calculate historical default rates among classes of 
rated issuers. 

These studies indicate that lower corporate bond 
ratings have indeed been associated with a. higher probability 
of default. The results of the Moody's study (Moody's 
Investors Service 1994) are summarized in Chart 1, which 
reviews the default rates among rated issuers between 1970 
and 1993. Tb*> upper left panel in Chart 1 presents the one- 
year default rate for the enrire sample of rated bonds. Mea- 
sured to 1/10 of d percentfigfi point, the one-year default rates 
are zero for all bonds rated A and above. The one~year default 
race rises to 2/10 of a percentage point for BBB issuers, and 
1,8 and 8.3 percent for BB and B rated issuers, respectively. 

The uLher three panda of Chart 1 show how rhe. 
defeult probabilities across Moody's rating categories change 
as the time horizon is lengthened to five, ccn, and fifteen 
years. 9 While the default probability increases with the time 
horizon for each rating category, the negative relation 
between default probability and ratings remains intact. A 
similar historical detault study (Brand, Kltro, and Dahm 
1994) covering bonds rated by Standard and Poor's between 
1981 and 1993 basically confirms che conclusions drawn 
from the longer term study by Moody's. 

Consistent with the traditional importance of the 
investment grade/noo-investment-grade distinction, the 
probability of default rises mosr dramatically once the invest- 
ment grade barrier is breached. In the Moody's study, over a 
five-year time horizon, the default probability is six rimes 
higher for bonds rated BB than for those rated BBB. In con- 
trast, the comparable ratio of default probabilities for B-rated 
versus BB-rated issues is much lower at 2.2, as is the ratio for 
BBB-rated versus A-rated issues at 3-2. The same ratios for 
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i 1m; Standard and Poor's study were 4.8 (BB versus; BBB), 3.0 
(HUB versus A), and 1 .9 (B versus BB), respeccively. 

Measuring Absolute Credit Risks 

The agencies do nor intend their ratings to imply precisely 
ihe same default probabilities at every point in time. In par- 
ricuiar, chey are reluctant to make ratings changes based sim- 
ply on cyclical considerations even though the frequency of 
defaults within rating categories clearly rises in recessions. ,n 
Hut even if cyclical variability in short-term default rates is 
■.\n inevitable result of a longer term perspective, long-term 



default, probabilities ai chc diffcrenc ratings levels should 
exhibit relative stability over frequencies longer than the 
business cycle. In fact, legislators aud fir mud hi re^uhuurs art- 
presuming such a stability when chey embed specific credit 
rating thresholds into law and regulation. 

The reliability of ratings as predictors of absolute 
credit risks can be evaluated by examining the default rates 
associated with different racings over time, particularly if the 
time horizon is long enough to incorporate both ends of the 
business cycle. Using Moody's data between. 1970 and 1994, 
Chart 2 reviews the progress of .fiye-year-CumuJacive default 



Chart j 



Average Default Rates by Credit Rating 



!.0 



Oiv-Vwr Maul i RmeS' 970-^1 




AAA AA 



BHB bb 



Percent 
50 




Tco-y Default Rarcs; 1970-34 



>0 



Fificcn-Ycnr Default Raws: I970-7V 




40 



30 - 



20 



111 



0 L 



AAA AA 




F.RBNY Quautchlv RuViHW'/Si/VimpiuFa! i lf)9-i 



11/21/2003 12:30 202-687-1215 



GEORGETOWN UNIV LIB 



PAGE 13 



rates for investmentgrade and nonrinvestmcrit-grade bonds. 
The initial spike in 1970 for non-investment-grade bonds 
stems from the default thar year of Penn Central and twenty- 
six other railroad companies; default rates decreased dramatic 
cally the next year. For cohorcs established since January 
1971, however, the cumulative default rate within all rating 
classes B.B.B and below has increased roughly threefold. The 
1971 to 1989 increase is from 0.4 percent to 0.8 percent for 
A-rated bonds, 1.1 percent to 3.2 percent for BBB-rated 
bonds, 5-1 percent to 19 7 pp'rrpnf fnr RR -fared bonds, and 
11.1 percent to 34,3 percent for B-rated bonds. Five-year 
default rotes now lie well above the highs of 1970- 

Though five-year default .rates rose during the 
growth of the junk bond market in the 1980s, deterioration 
in performance was common to both investment grade and 
uuii-iuvesuiieiiL-gradc samples. The increase in default races 
actually began with the 1976, 1977, and 1978 cohorts, 
whose five-year defaults rates Incorporated defaults that 
occurred through the end of 1980, 1981, and 1982, respec- 
tively. The rising trend in default rates, rJhereforej was initial- 
ly related co the early 1980s recession but continued on 
through the decade. 

Chart 2 1 

TRENDS IN irlVE-YfiAK DEFAULT RATBS BY CREDIT RAl'lMU 
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In retrospect, the rise in default rates is unsurprising 
given the general deterioration in credit ratios within rating 
classes that began in the mid-1980s. Chart 3 shows that the 
median fixed-charge coverage and leverage ratios of indus- 
trial firms with BBB, BB, and B credit ratings from Standard 
and Poor's generally worsened between 1985 and 1991- 
These data suggest that a relaxation of credit standards may 
have occurred, 11 perhaps as a result of the view commonly 
held in the late 1980s that even healthy corporations should 
increase leverage. In sum, the experience since 1970 indicates 
that the correspondence of ratings to default probabilities is 
sub jeer ro Riibstanrial change over time. 

Ratings Differences across Agencies 

Differences among the agencies over specific racings are com- 
mon, unavoidable, and even desirable to the extent rhs»r dis- 
agreements promote better understanding* Nonetheless, 
these diffeiei'iccs can be highly problematic for rating a- based 
regulations in which the ratings of any two NRSROs are sub- 
SU CUtable, Some of the observed differences can be attributed 

co alternative rating methodologies; others are the results of 
the judgmental element in the racings process. Mauy vf the 
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differences, however, may reflecc systematic differences 
among agencies in the acceptable level of risk in any ratings 
category. In this section, vse review some of the basic differ- 
ences in agency methodologies, average ratings, and rank 
orderiogs of credit risks. Wc examine some of these differ- 
ences in the context of three important areas of competition 
within che industry' — ratings for new-issue junk bonds, 
banks, and asset-backed securities. 

Rating Disagreements Stemming From 
Alternative Methodologies 

Alrhnu^h parh agf.nry publishes formal definitions of ics var- 
ious letter rating these definitions provide very little insight 
into the Eource of agency racing differences. The definitions 
imply that a different likelihood of default is associated with 
each letter grade, but dp not quantify these differences. 1 -* In 
addition, rating agencies do not explicitly compare their rat- 
ings with those of other agcuu'es. As u pi&iLit-al mailer, how- 
ever, it appears that market participants have historically 
viewed the Moody's and Standard and Poor's scales w> roughly 
equivalent and that the other agencies have attempted to 
align their scales against chose two. Bat while the relation- 



ships among the scales are imprecise, the implicit presump- 
tion of the ratings-dependent regulations is char the corre- 
sponding ratings levels of the different NRSROs represent 
equivalent levels of credit risk and are interchangeable. 

Periodically, the rating agencies articulate unique 
ratings philosophies. For example, although Moody's and 
Scandacd and Poor's are primarily concerned with the likeli- 
hood of default on interest or principal, Moody's is prepared 
to give a higher rating to an asset-backed securicy that is like- 
ly to recover most of its principal in the event of default. 1 " In 
addition, in the area of rating sovereign credit risks, Moody's 
is more reluctant to assign a higher rating to a country's 
domestic currency obligations relative to its foreign currency 
ohl.igafinnK than is Standard and Poors (PurceiL Brown, 
Chang, and Damrau 1993). The other agencies also differ 
from their counterparts in certain particulars. For example, 
unlike other agencies, Duff and Phelps sometimes gives 
higher ratings for the medium-term, nocca than for chc longer 
term securities of the same issuers. And IBCA assigns higher 
iaLiu^& to ceLtaln noo-U-S- banks thin do the U.S. agencies 
because it attaches more weight to a foreign government's 
implicit support of the banking sysieju. Individual agencies 
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often describe the bases for their positions in their docu- 
ments, buc how their methodologies differ from other agen- 
cies' generally must be inferred. 

Broad Differences Observed in Ratings 
Beactie and Searle (1992a) summarize the ratings differences 
observed in a large sample of long-term credit ratings 
assigned in 1990 by twelve of the leading international rat- 
ing agencies and recorded by the Financial Times in its quar- 
terly publication Credit Ratings International. Among the 
5,284 rating pairs examined for 1,853 rated borrowers, 44" 
percent agreed precisely, 35 percent differed by one rating 
notch, 14 percent differed by two notches, and 6 percent dif- 
fered by thrcc.or more notches. (A "rating notch" is, for exam- 
ple, the gap between an A and A+ rating.) The differences 
at i oss agencies as measured by the frequency of agreement 
compound two potential sources of disagreement — mean 
rating scales and rank orderings. 

The two largest NRSROs, Moody's and Standard 
and Poor's, assign very similar average ratings and rank order- 
ings of credit risks. Of the 1,398 cases in 1990 in which 
senior debt ratings were assigned by both companies, 64 per- 
cent were assigned the same rating, 16 percent were rated 
higher by Moody's, and 20 percent were rated higher by Stan- 
dard and Poor's. The average (mean) difference in their rat- 
ings (including all those cases where their ratings were the 
same) was only five-one-hundredths of a notch. 14 Not surpris- 
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ingly, Moody's and Standard and Poor's ratings were very 
highly correlated at 0.97, revealing, a general consensus 
regarding rank ordering of relative risks. 15 

This rough equivalence in the rating standards of 
Moody's and Srandard and Poor's does not seem to extend to 
other taring agencies* Table 5 compares the ratings given by 
nine agencies with those given by Moody's to the same bor- 
rowers* (Moody's ratings are used as the basis of comparison 
simply because this agency has the most ratings in the data 
set.) Three measures of ratings differences are presented: rhe 
frequency of agreement, the correlation coefficients, and the 
average ratings differences. .SranrkrH Arte? Poor's agrees most 
closely with Moody's (64 percent), while the percentage 
agreement varies among the resr to a low of 1 1 percent for rhr 
Japan Credit Rating Agency. Compared with Standard and 
Poor's ratings, the ratings of the other agencies exhibit; larger 
average absolute ratings differences and less correlation with 
Moody's rating:*. 

These differences in ratings reflect not only differ- 
ences in rank orderings of credit risks, but, to a large ex Lent, 
differences in rating scales. Chart 4 shows that most of the 
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n^encies rate higher than Moody's, although McCarthy, 
Crisanti, and Maffei (since merged with Duff and Phelps) 
rates on average a whole ratiag notch lower. The two largest 
American agencies after Moody's and Standard and Poor's, 
Hitch and Duff and Phelps, each rate abour a third of a notch 
Wither than Moody's. 16 The Canadiao Bond Rating Service, 
Mippon Investors Service, and the Japan Credit Rating 
Agency rated on average 078, 1.09, and L75 notches higher 
than Moody's, respectively. 

Ratings for New-Issue Junk Bonds - 

Prom the point of view of regulatory precriri*, n rise in the 
number of rating agencies increases the likelihood that mar- 
ginal borrowers will meet minimum ratings thresholds 

A rise in the nu mber of rating agencies increases 
thi likelihood that marginal horrent 'ers will meet 
mhimwtn ravings thresholds 

because (1) natural variation in opinion increases the proba- 
bility of receiving at least one satisfactory rating, and (2) 
some rating agencies may have higher average rating scales 
enabling more borrowers to meet regulatory cutoffs. Wc can 
observe the impact of multiple rating agencies on regulatory 
definitions of investment grade securities by documenting 
agency disagreements in the junk bond market. 

As generally defined, any issue is considered "junk" 
that has at least one rating below the BBB- level from either 
Moody's or Standard and Poor's. .After falling off in the early 
1990s, junk bond issues reached a new high of $57 billion 



(18-2 percent) in 1993 CFridson 1994). Of chc nearly 700 new 
U.S. junk issues between 1989 and 1993 listed in First 
Boston's annual High-Yield Handbook, 96 percent are rated 
by both Moody's and Standard and Poor's. Junk bond issuers; 
however, are increasingly seeking third and fourth ratings as 
well. Duff and Phelps and Fitch, which respectively rated 16 
and 4 percent of all issues in the 1989-93 period, have signif- 
icantly increased their rating activity in the past few years 
(see Table 6). 

The junk bond sample reveals more striking differ- 
ences in agency -measurements of absolute and relative credit 
risks than does the broad sample. Standard and Poors and 
Moody's are much more often at odds in the ratings they 
assign junk bond issuers: if we compare the junk bond ratings 
in Table 7 with the ratings for the broad sample in Table 5, 
we GoH smaller frequencies of agreement and smaller correla- 
tion coefficients. The providers of third (and fourth) opinions 
in this sector, Duff and Phelps and Fitch. aUn appear to dis- 
agree with Moody's with greater regularity and on a greater 
scale in the junk bond sample. 



TM 7 

Credit Ratings Assigned to Junk Bond Isswebs in 

1 989-93' Comparing the Ratings o.v $&P t Duff & Phf.i.ps, 

ANDFWT.H WITH MOODY'S RATINGS 

Number Percent^;* Correlation Average Ratings 

or Jointly of Raring* between Dificn.mv>+ 

Namcof Rated That Are Rating? "--biybcr; 

Ag ency Companies Equal Scales* "-"-lower) 

S&P 672 41 U.tf.f -n.OO.i 

Fitch 28 0^ \J21 

Snurcts; Him Biaron !9V<^M: Filler; I Revrvc Sank (.rN™ York stiirf.':s:imtit*r.. 

* The Pearson pr«d:.H'r*mnrrcnt airr?1;i'.u>n. 

v DirK-nriu;. i .tn- n-.Kisnrwi in rAMPi! "n;::(.|-.rs," > : f ir cxuirt Uli: ;;»:p '.u*U% ;i.n 
A - :md A- is i: wo raring* ngci'hvs. 
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Makkkt Sh ak^ vf NE*Msaufc U.S. Junk Bonw Ratings: 3989 -9$ 
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Percent of New Issues ( Totnl Number 

Year Moody's $&P 'Duff Fitch of issues 

I9B9 100 99 - 7- 0 Jl6 

IWU wO HO 40 0 5 
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S>4 97 24 3 2?? 

1993 $7 f)p I ."J i ^1 
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For the newer rating agencies, many of the observed 
differences may be related to a difference in their absolute 
ccales in rating credit risks. While Moody's and Standard and 
Poor's rate about the same on average for jointly rated issues, 
Duff and Phelps and Fuji ratings are between 1 and 1.5 rat- 
ing notches higher than Moody's or Standard and Poor's. 
These differences greatly exceed those reported in Table 5 for 
the aggregate sample of bond issues. Thus, differences of 
opinion between the two largest agencies and the smaller 
agencies appear to be greater for junk bonds than for invest- 
ment grade securities. 

Given the possibilities for split ratings, rhe decision 
to employ a third rating agency is not random. Chart 5 relates 
the frequency with which issuers seek a third rating to the 
ratings received from Moody's and Standard and Poor's, 
Issuers are more likely to obtain a third rating if they receive 
near-investment-grade or mixed (speculative grade/invest- 
ment grade) ratings from Moody's and Standard and Poor's. 
In particular, 46 percent of the firms with one investment 

Chart} 

The Decision to Obtain a Third Rating 

Fukuhim ■): J5SUHS 

60 




BBB/BB 



BB/BB 



BB/B 



B/B 



B/CCCor 
CCC/CCC 

Combination op aatjngs assigned by Moonv\n and 
Some* First Boston 1 990-94. 

Notes: The supple consists of 671 junk bond iWcs brought id markcc 
between 19B9 and 1993. The issues received [he following combinations of 
stings from Moody's tnd Standard and Poor'*: 74 rated BBB/BB, 1 32 rered 
BB/BB, 79 rated BB/B, 339 Wttl B/B, and 27 rated B/CCC or CCC/CCC 
Er»ch bat in the chat* indicates the fraction of Iiiue* 
rating from another agency, 



gxudc raring from the major two agencies obtained a third 
opinion. Of these thirty-four firms, twenty-nine obtained a 
second investment grade rating. Among issuers that received 
marginally below-investmcnt-grade ratings (BB-catings) 
from both Moody's and Standard and Poor's, 26 percent 
obtained a third racing. Of these thirty-four firms, sixteen 
obtained an investment grade rating. In sum, the demand for 
third ratings increases with the issuer's proximity to invest- 
ment grade, and the opportunity to seek third and fourth rat- 
ings has enabled a number of firms to achieve investment 
grade status under certain regulations. 

International Bank Ratings 

As capital markets have become increasingly global, interna- 
tional considerations have taken on greater importance in the 
ratings industry. U.S. rating agencies have been expanding 
their presence overseas, and non-U.S, rating agencies have 
been pmlifr raring. In this section, we review international 
ratings differences in the senior debt ratings of ban ks- 
Credit ratings are particularly important to banks 
(through counterparty exposure limits, letters of credit, and 
nondepooic sources of funds), 17 and a large number of ratings 
in the industry are cross-border ratings. In addition, the 
poLeiHral Uesiguaijon uf certain foreign agencies as NRSROs 
may have considerable impact on the activities of foreign 
banks i n the Uni ted States . 

Dominant in many other industry sectors, Moody's 
and Standard and Poor's are the leading agencies in the rat- 
ing of banks. Of the 1018 banks worldwide for which long- 
term bond ratings were available in January 1994, Moody's 
and Standard and Poors rated 64 and 55 percent, respective- 
ly (Financial Times 1994). 13 When the sample is limited ro 
just chose 580 rated banks domiciled outside the United 
States, Moody's and Standard and Poor's still rated 57 and 46 
percent, while IBCA was in third position at 31 percent. 
While these three leading agencies rate many banks outside 
their home countries, most of the other agencies tend to spe- 
cialize in the ratings of banks of their own nationality (see 
TableS). 

Agencies appear to disagree rnore in their measure- 
ment of credit risks for banks than in their risk measurement 
for other industries. In Table 9, the bank ra tings of nine lead- 
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ing rating agencies generally show lower frequencies of 
agreement and higher absolute racings differences relative to 
Moody's rhan does the. broader ratings sample described in 
Table 5 . 19 The differences are greater for the agencies of some 
countries than for the agencies of others: in particular, the 
ratings of Japanese agencies differ much more from chose of 
Moody's than do the ratings of other agencies. What accounts 
for the wide disagree m en t? For the U.S. and Canadian agen- 
cies, agreement concerning relative risk declines as we move 
from the broad ratings sample to the bank sample, as evt- 
deaced^y lower-cor^ 
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Japanese H^uuie*, Uic wider cJisagieeiriciu reflects higher 
average raring differentials. 

National differences in methodology and approach 
may also help explain che variation in international bank rao 
ings. For example, the accounting for nonperforming loans 
and reserves is not standardized by country, and opinions vary 
widely regarding the extent to which particular governments 
lend implicit support to specific banks in the banking sys- 
tem. Indeed, judgments regarding controversial issues arc 
related to some degree to the nationality of rating agencies. 
JW-hen-rarers..arc--from-xhe^ the 
relative ranking of issuers, as measured by the coefficient of 
correlation, tends to be higher than when they are not. 20 . 

Are observed bank ratings consistent with earlier 
research concluding that agencies judge issuers from their 
own country more leniently (Beattie and Searle > 1 992b)? 
When the ratings of all banks evaluated by both home-coun- 
rry and foreign agencies are aggregated, the average home 
racing exceeds the average foreign racing by one-half of a rat- 
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International ratings differences arc of parcicular 
importance at the present time because the SEC is reviewing 
numerous applications for NRSRO dcsignaiiun from agen^ 
cies of foreign countries. Differences among che agencies of 
different countries and the tendency of many agencies to 
focus on che rating of banks from their home countries imply 
that if NRSRO status were to be granted to the two Canadian 
and three Japanese rating agencies, the number of Canadian 
and Japanese banks reaching regulatory cutoff ratings would 
increase considerably. As Chart 7 shows; of the fifty-three 



Chan 7 

IMPLICATIONS OF EXPANDING THB NUMBER OF NATIONALLY RECOGNIZED STATISTICAL HATING ORGANIZATIONS (NRSROS) 




So uree : Frna mUl Times 1 994 . 
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ing notch. However, the results differ greatly depending on 
the nationality of the bank (Chart 6), While U.S. and Canadi- 
an banks receive lower home ratings than foreign tarings, 
Japanese and U.K. banks receive higher home ratings. At 
least in this sample, oh^rvpd differences between home and 
foreign ratings reflect the relative toughness of each country's 
agencies rather than a more general home-uuuntry bias. 
Whether the rated bank was from the same country or nor 
bore little relationship co the differences between the ratings 
of non-U-S, agencies and Moody's. 
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Canadian hanks with senior debt .ratings listed in the Finan- 
ch.l Timet Credit Ratings Inurnatioml (1994), the share receiv- 
ing an NRSRO credit rating of at least AA- would rise from 
23 percent to 55 percent:. Similarly, of the seventy-four 
Japanese banks with senior debt ratings listed in the garae 
publication, the .share receiving an NRSRO taring of at least 
A A. wnnlrf ri<f> from 20 pr-iren/ ro 48 percent. 

Ratings for Mortgage- and Asset-Backed 
Securities 

Competition among the racing agencies is particularly 
marked in the rating of mortgage-backed "and asset- backed 
securities (MBSs and ABSs).' 1 Iwucis often seek racings from 
just one or two companies, and as we see below, Fitch and Duff 
and Phelps have increased market share. Banks and strcurUtes 
firms generally consult directly with the rating agencies to 
hod our how MBSs and Abi>s can be structured to obtain high 
credit ratings. The agencies analyze the asset pools to be secu- 
ritized to determine che adequacy of the credit support under- 
lying each tranche of structured transactions. Agency dis-. 
agreements normally center on che criteria that establish die 
amount of credit enhancement required for a specific rating. 
These differences of opinion are not normally evident in the 
ratings per se because issuers structure their securities to 
obtain the desired ratings from the agencies they hire. 
(Moody's occasionally assigns unsolicited ratings that indicate 
its disagreement with the higher ratings assigned by other 
agencies.) Market observers have expressed concern that com- 
petitive pressures have led agencies to compete on racings cri- 
teria, potentially undermining the reliability of rhe racings." 

Industry analysts normally distinguish between two 
brood care£oi-i^nfMRSs. rhox.e backed by govern m en r agen- 
cies such as the Federal National Mortgage Association and 

private label issues ch*c securities jumbo tnorf^rflfrps, rtim- 

mercial mortgages, and various other so-called nonconform- 
ing firsc mortgages thnt che government agencies do not 
securitize. The ABS market securities shorter duration asser 
poob Nuclr UN credit card receivables, tf.uto logins, and home 
equity loans, The MBS and ABS markets have grown very 
rapidly since 193? (Chart 8). 

Rating agency market shares for MBS and ABS rac- 
ings have shifted considerably overtime. .In the mid-1950s. 



Standard and Poor's was the undisputed leader in MBS and 
ABS ratings. In che late 1980s, Moody's caught up consider- 
ably and DufT and Phelps made significant inroads in the 
ABS market. Since then, Firch has made great strides in mar- 
ket share, actually leading the market for MBSs in 1.994, 
while the other agencies' shares have flucruated. Charts 9 and 
10 summarize che available data on these two markets since 
19S9. (Since more than one agency can race each security, the 
sum of fhp sharp.* pvrpfds 1 00 percenr.) 

Unlike the corporate bond market, the MBS and 
ABS markets are limited almost entirely to highly rated 
issues, typically either AA or AAA for MBSs, and A or AAA 
for ABSs. The need for high ratings appears co arise from the 
advantages regulations confer on highly rated (particularly 
MBS) i^ue.s iiud from investors' concerns about the quality of 
the collateral as well as their unfamiliarity with the compli- 
cated structures of the securities. The relatively small share uf 
MBSs and ABSs chat are rated less than A con? is: largely of 
"B" tranches that are subordinate to much larger, highly 
raced senior tranches. The subordinated tranches tcnd.tc be 
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privately placed and are often rated by just a single Agency or 
carry no rating at all, 

MBS and ABlS srrnrmres typically contain credit 
protection so that the securities ace less risky than the underly- 
ing asset ponU. The forms of the credit enhancement!? vary 
widely and include bank letters of credit, bond insurance com- 
pany guarantees, subordinated interests, cash collateral 
accounts, and reinvestment of Che excess cash flows generated 
by the asset pools themselves. Since all enhancements are cost- 
ly, issuers prefer structures that achieve a given rating with the 
smallest enhancements and choose rating agencies with the 
most lenient credit enhancement requirements, provided the 
agencies' ratings carry sufficient weight in the capital market. 
In principle, securities with lower credit enhancements can be 
discounted by the market. However, in practice, the market 
has trusted agencies to be prudent in the determination of 
credit support requirements and has not required higher 
yields from issuers that have switched to agencies with lower 
enhancement requirements (Bruskin 1994). 

The evolution of credit rating standards and the 



emergence of market competition have been particularly dra- 
matic in the case of private-label mortgage-backed securities. 
Until the mid-1960s, Scandard and Poor's was the only 
agency rating these securities, and its required credit 
enhancemcuts for reaching target ratings represented the 
industry scandard. In 1986, Moody's entered the market with 
criteria that were slightly different. While its standards were 
stricter than those of Standard and Poor's in some areas, 
Moody's set lower enhancement requirements for certain 
types of mortgage pools (shorter term, negative amortization, 
and convertible adjustable race mortgages) and subsequently 
gained market share in those areas. In 1987 and 1983, 
Moody's issued some unsolicited ratings (in areas where its 
standards were stricter than rhose of Standard and Poor's) and 
caused yields CO rise on these securities. In response, some 
issuers changed their MBS structures and hired Moody's. By 
1989, Moody's share of the MBS business exceeded that of 
Standard and Poor's. 

In 1990, Fitch began racing mortgage-backed secu- 
rities using a model of required credit enhanremenx that 



Chart 9 
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Nosed irs worst-case scenarios on the Texas recession of the 
1980s. This approach resulted in required enhancements 
below those of Srandatxl and Poor's (lower by as much as 50 
percent for certain balloon payment mortgages), whose 
model extrapolated from chc moiigage default, expeiieuce uf 
the Great Depression. Duff and Phelps followed suit with a 
framework similar to Fitch's in 1992, Standard and Poor's, 
which once had a monopoly, saw its market share slide to 55 
percent in 1993 as many issuers who had at one time 
employed only Standard and Poor's, then later used Standard 
and Poors together with Moody's, had switched to a pairing 
of Fitch and Moody's. 

Most recently, jn December 1993, Standard and 
Poors came out with revised criteria for credit enhancements 
rhat implied a 30 percent reduction on average across a vari- 
ety of mortgage pool types. Explanations for the changes fol- 
lowed the next month {Srandurd and Poor's 1994). Some of 
the revisions were in those areas in which the agency had been 
losing market share, including shorter term mortgages. Rival 
rating agencies claimed that the move represented a competi- 
tive attempt to win back market share. In the first four 
months of 1.994, Standard and Poor's has regained market 
share largely at: Moody's expense, Ir is difficult to teJl at this 
point whether the shift reflects issuers moving from one 
agency to another or merely a growth in issuance by firms 

chat use Standard and Poors rating (see SchuJtz ,199^ fl nd 

Inside Mortgage Securities 1994a, 1994b). 

Clearly, MBS credit enhancement levels have 
declined over the history of the market, Analyses and agen- 
cies note that this in part reflects a progression along the 
learning curve: more information has become available over 
time about the performance of such securities, reducing the 
degree of uncertainty. Skeptics remark that competitive pres- 
sures can lead to increased pressures co review standards. 
Whether or not agencies compete on criteria, it does appear 
that the incentive to innovate in structured finance ratings 
tends to favor lower enhancement ievels. 

Conclusion 

Regulators, like investors, value the cost .savings achieved * 
through the use of ratings in rhfc credit evaluation process. As 
a result, they have have come to employ a variety of specific 
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letter ratings as thresholds for determining capita) charges 
and defining investment prohibitions, Although the agencies 
make no such *i&su.r;uiees 7 the current use of ratings in regula- 
tion, assumes a stable relationship between ratings and 
default probabilities. The historical record suggests other- 
wise: although ratings usefully order credir risks at any point 
;n time, specific letter ratings corresponded to higher default 
risks in the 1980s than in the 1970s. 

The increasing number of agencies also poses prob- 
lems for the existing structure of ratings-based regulations. 
Some agencies appear to have different absolute ..scales,- rating 
bonds higher or Jo wet on average than other agencies. How- 
ever, even normal variations in opinion across agencies with 
.the same basic scales confounds the application of existing 
regulations- These problems multiply as the number of agen- 
cies and the differences of opinion among them increase. 

The impact of multiple rating agencies and ratings 
differences is apparent to the case studies of junk bond, bank 
debt, and mortgage-backed securities ratings. For junk- 
bonds, the availability of third opinions enables many bor- 
rowers to climb out of the speculative grade zone into invest- 
ment grade territory. In the area of bank debt ratings* differ- 
ences of opinion are particularly great between agencies of 
different countries and imply that the designation of more 
foreign agencies as NRSROs will allow more foreign banks ro 
achieve higher ratings. Regarding private lobe! mortgage 
backed securities, inrensifying competition among the four 
major agencies has been associated wich downward revisions 

of required enhancement levels. 

The Securities and Exchange Commission {1994a, 
1.994b) is currently reconsidering its procedures for designat- 
ing nation-ally recognized agencies (NRSROs), the role of rac- 
ings in regulations, and the degree of public oversight and 
mandatory ratings disclosure. Questions tor which comments 
have been solicited include: 

♦ What are the proper objective criteria to consider 
when determining NRSRO status? 

• Is it appropriate for NRSROs ro charge issuers for 
tarings, and in particular, to vary the charge with 
the size of the transaction? 

* Would further regulatory oversight of NRSROs 
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be appropriate and what cypc of oversight would 
chat be? 

• Should issuers be required to disclose activities 
such as rating shopping — soliciting preliminary 
indications from numerous rating agencies in 
order to identify the agency that will provide the 
highest rating? 
The SECs questions all raise the possibility of addi- 
tional oversight or disclosure of NRSRO activity and the rat- 
ings process. Such measures could conceivably address some 
of the issues raised in this paper by improving the intertem- 
poral stability of default rates within racings category and 
reducing differences among the officially designated 



agencies. Of course, any changes in policy would entail com* 
plex tradeoffs; specific proposals and their implications will 
surely be explored in future research. 

The SEC has also invited comment on whether it 
should continue to employ an NRSRO concept. Although 
dropping the designation of NRSROs would be a radical 
measure, it might encourage regulators to revise their current 
use of ratings and to adjust for ratings differences across time 
and agency. Ratings can and do play an important and valu- 
able role in the functioning and oversight of financial mar- 
kets. But at a minimum, regulators and investors alike 
should be critical users and should regularly review rheir 
application of ratings to the decisions they make. 



PRBNY Quarterly Rgvtew /Summtjh Fall \<?94 



11/21/2003 12:30 202-687-1215 



Endnotes 



1 . Government policy has helped to avert conflicts of interest, The Federal 
Reserve Board discouraged a proposed acquisition of Duff and Phelps by 
Security Pacific Bank in J 984. The Board ruled that if the merger were to 
cake place, Duff and Phelps would be prohibited from issuing public rat- 
ings because Security Pacific would effectively be raring its own borrowers 
(fidcringcon and Yawjuc } 987). 

2. See rhe description of the agencies' ratings methodologies in the 
Tihat»u«.l 77wwu 1994, pp. 25-79. Comparisons across the agencies' rating 
scales are more difficult in the lowest part of the range near default, where 
the agencies carry different numbers bf ratings (Dale and Thomas 1 991). 

5. For a more crirical view, see Stein 1992. 

4 Dale and Thomas < ) 99 1 ) and Baron and Murch (J 993) provide compre- 
hensive discussions of the current use of ratings by regulators in the United 
States and abroad. Harold (1938) provides a detailed account of the earliest 
uses of ratings in the United States. 

V Under this sysrem, insurance companies were allowed to request that 
Specific BB raced bonds be treated the same as those more highly rated 
bonds in the top quality category. This practice, which became common 
over time, was halted by reform? adopted by the NAIC in 1990. 

6. In analyzing rhc margin rules for mortgage -related securities, Federal 
Reserve Board staff reasoned rhus: "The question of using bond racings by a 
i ix.i>gui;cixJ »avHt »3 v criterion for margin eligibility was discussed when 
the initial definition of OTC margin bond' was under consideration. The 
Narinnal Associarjoo of Securities Dealers proposed a rating standard at 
that time and most securities dealers endorsed its use for non- listed bonds 
in commenr letters, bm the Board declined to adopt such a requirement. 
Since that time, however, the SEC has U3cd these evaluations of third par- 
ties as a means of categorizing some debt securities; regulatory examiners 
use rhem to de< ermine investment grade; and the United States Congress 
has mandated their use in the starurory definition under consideration. 
Staff believes that developments subsequent to the 1 978 decision warrant a 

nVpflrmn* from thfi Rnnrd'< rarlirr rWUirni" (Rrwrd of (T-nvrrnnr? 1 W?) 

7. These rules key off the agencies' short-term ratings, limiting money 
hinds from holding more than 5 percent of their assets .in paper rated A2 by 
Standard and Poor's <P2 by Moody's) or more than 1 percent in any paper of 

si ogle A 2/P2 issuer. Issuers with these weaker shun- term ratings typical- 
ly have Jong- term bond racings rhar are still raced well above the invest- 
ment grade cutoff. 

8. When voicing irs concerns over the 1991 amendments to Rule 2a-7 t 
the Securities Industry Association nored that "rating categories were not 
designed as regulatory tools and NRSROs may change their criteria from 
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Note 8 continued 

time to time as chey deem appropriate. Further, when determining ratings, 
rating agencies neither use uniform criteria nor weigh the same criteria 
equally" (Grafton 3.992). 

9. The Moody's study calculates the default, race formally as a w&izkted- 
averageMinwlatWt default which is the complement of the product of 
weighted-average marginal survival rare*. For derails concerning rate cal- 
culations, sec the Appendix In Moody's Investors Service 1994. 

10. As reported by Fons (I99D, most of the cyclical variation in the aggre- 
gate default rate on corporate bonds cannot be explained by cyclical varia- 
tions in Moody's ratings on bond outstandings. Moreover, since yield 
spreads between hi£h- And low-rated bond* rend to riyc during rcccaSiofiA, 
marker pricing is consistent with a perceived rise in rhc default probabili- 
ties of lower raced issues relative to those of higher rated issues during 
recessions. Alternatively, the rise in spreads in recessions may merely reflect 
s concurrent rise in the marker's aversion to default risk or Other supply and 
demand factors. 

11. Wigmorc (1990) documents a much more severe difference berwecn 
the l98ti-tftt average credit ratios and the lyBiJ-S) ratios than is suggested 
by the Standard and Poor's data presented in Charts 7 and S for bonds rated 
BB or B. According to Wigmore. the Standard and Poor's data understate 
the decline in credit quality because a greater proportion of the junk bonds 
issued in the later period were issued by companies in conjunction with 
leveraging evenrs (mergers* acquisitions, and leveraged buyouts); there- 
fore, their current credit ratios were much weaker than the historical credit 
ratios included in the Standard and Poor's data. In contrast, Fridson (1 99).) 
argues that much of the apparent deterioration in credit ratios and increas- 
es in default rates for B-rated issues in the late 1980s can be explained by an 
increase in ehe proportion of issuers rated "B-" a* opposed to "B"or "B + ". 

1 2. Moody's and Standard and Poor's now provide cx posr analyses of cor- 
porate bond defaults by rating categories. Variations in default probabili- 
ties for Moody's and Standard and Poor's can, therefore, be inferred from 

rhrcr crudirjc 

13. Standard and Poor's is generally less willing to base wrings on expect- 
ed recoveries even though it has always made such distinctions, as have all 
the other agencies, for different classes of debt issued by the same firm. 
Whenever a firm defaults on its subordinated debts, its senior debt is 
almost always drawn into default as well. Nevertheless, agencies rcgulariy 
award higher ratings to the senior debt because irs expected recovery rate is 
higher. 

14. Other authors with other data sets also note a rough equivalence 
between Moody's and Standard and Poor's ratings (Perry 1985 , Edcringrnn 
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Endnotes (Continued) 



Note 14 continued 

19S6, Edcririgton .and Yawic* 1987). .-Moreover, BiJlingsky, Lamy, Mart, 
and Thompson (1885) show that the market views Moody's snd Standard 
and Poor's eatings as i^jitivnlrnf bemuse the yields on bond issuer with split 
racings do not depend on which agency assigned the higher rating, 

1?. The Pearson producr^moment correlation coefficient, which can range 
from -1.00 to a maximum value of 1 .00, measures the extent to which Tank 
ordering agree while removing any cohfhimrlmg HTrm of difference* in 
avemge raring scores and differences in units of measurement. 

\6. These agencies ac knowledge chat their ratings are higher than 
Moody's and Standard nnd Poor's on average;. however, rhey attribute some 
of the ratings difference to sample selection bias. They argue that racing* 
from Fitch or Duff and Phelps arc only sought when there is a strong expec- 
tation of improving upon Moody's and Standard and Poor's ratings. When 
Fitch or Ou^Fand Phelps thigh r, in fact, iter Ji>wex, clieir ratings are riot 
purchased. 

17: For example, US. issuers of commercial paper and long-term securi- 
ties often obtain bank letters of credit in order to achieve targeted credit 
rarings, bur rhi* nnwciueii*« of ouch backing defends grcoHy on the cred- 
it rating of the bank issuing the letter of credit. When Standard and Poor's 
put three Japanese banks on its CrcditWacch list (with negative implica- 
tions; m March 1994, the bond issues of 144 U.S. bond issuers and 46U.5. 
commercial paper issues that were backed by letters of credit from these 



TVvte Vt cwitinuod 

banks were also put on CrcditWatch. 

10. The jsniugs of the French rating agency $6cP-AUm\ a joint venture 
f&undcd m 1990 by Standard and Poor's and Agcnce devaluation 
Finaricierc, arc counted as Standard and Poor's racings for the purposes of 
emulating global market share, - 

19. The one coniiatchc oxepuou is JDCA, wkith shows monp agreement 
with Moody's on these measures for banks than does the wider sample. This 
finding may reflect IBCA's initial specialization in the racing of financial 
institution* and the limitation of its NRSROdcsignation to that area, 

20. The mean of rhe Pftarsrin pmHiicr-rncim^nt correlation for tatingr, of 
agencies from the same country is 0.8 5 8, compared with a mean of 0,7 7 5 
for the correlation coefficients for the racings of agencies from different 
countries, The standard errors of measurement for the two coefficients are 
0.018 and 0.O54, respectively, 

21 . In this article, we follow industry practice in using "asset-backed secu- 
ritic>' , (ABSs) in rhc more narrow sense chat excludes mortgage-backed 
secuiiclc* <MBSs). 

22. SeeBruski»(19S8, 1994), Schulr* (1994), and Inside Mortza& Securi- 
ties (199 fa, 1994b). TWk section's discussion of the evolution of ratings cri- 
teria for MBSs draiws heavily from these sources. 
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